In this paper, we examine the territoriality principle under preferential rules of origin. The territoriality principle under preferential rules of origin provides that when a material is imported from outside the territory of a party, the material would be entirely treated as nonoriginating regardless of the content in the material originating from the territory of a party.
I. Introduction
Preferential rules of origin determine whether an imported product is qualified to receive preferential tariff treatment under a free trade agreement (FTA). Preferential rules of origin vary from one free trade agreement to another and are often used by trading nations with protectionist purposes. Trading nations adopt restrictive preferential rules of origin with the ostensible purpose of preventing circumvention of the rules by the third country imports. In other words, an importing authority of a FTA party ostensibly adopts restrictive preferential rules of origin to discriminate those imports that are originating from an FTA partner from those originating from a third party.
However, unnecessarily restrictive preferential rules of origin create distortion in the flow of international trade and investment.
As preferential trading agreement grants tariff preferences to imports determined to be originating from a FTA partner, products which would be produced in third countries may now be diverted to the FTA partner country. The trade deflection results from the preferential tariff in itself. In addition to the general trade deflection, a more specific kind of trade and investment distortion arises as a result of the territoriality assumption in preferential rules of origin. The distortion arises when as a result of the territoriality assumption a product that is substantially transformed in the territory of a FTA partner is not granted origin status of the country.
The territoriality assumption in FTA preferential rules of origin requires that the production process that fulfills the origin requirement should be done without interruption in a party's territory. The territoriality assumption unnecessarily distorts trade and investment flows 3 because outward processing is discouraged. In this paper, we review the outward processing 1 of provisions of various FTAs and examine whether they can serve as suitable remedies for the trade distortions arising from the territoriality assumption.
II. Origin Determination under Preferential Rules of Origin

Substantial Transformation
Rules of origin are the criteria used to determine the nationality of a product. A determination of a product's nationality, i.e., origin, is necessary because the treatment of the products by the customs authority will depend on the nationality of the product. In general, the origin is given to the country where the product is obtained or manufactured. Once the origin is determined, the customs authority may apply country specific preferential tariff based on the tariff schedule of a free trade agreement (FTA). In addition, a customs authority may also impose import quotas and apply trade remedy measures based on the origin of the product.
In an ideal world where a country does not impose any discriminatory tariff or non-tariff restrictions on products imported from other countries, a country may not need to determine the origin of a product because it will be given identical treatment regardless of its origin.
However, preferential rules of origin are necessary because a country imposes discriminatory tariffs for the same product based on the origin of a product.
When a product is wholly obtained or produced entirely in the territory of a party, the country of origin is where the product is obtained or produced. In the Revised International
Convention on the Simplification and Harmonization of Customs Procedures (Revised Kyoto
Convention), a list of 10 type of products that are wholly obtained is provided. 2 The wholly obtained products that can be extracted solely from the territory of the party concerned are such as mineral, animal or plant products. Since the territory is usually defined to include territorial waters, any marine products raised or caught in the territorial water of a party are considered wholly obtained.
When two or more countries are involved in the production of a product, the country of origin is the last country where a substantial transformation took place. The Revised Kyoto
Convention 2000 defines the substantial transformation criterion as "the criterion according to which origin is determined by regarding as the country of origin the country in which the last substantial manufacturing or processing, deemed sufficient to give the commodity its essential character, has been carried out. (emphasis added)" 3 In other words, the last country in which the significant manufacturing or processing occurred is the country of origin.
To measure the degree of significant manufacturing or processing of a material to a product, three different criteria are usually adopted in preferential rules of origin: change in tariff classification, value added, and specific processing criteria. In some product specific rules of origin, these criteria are used in combination to determine the origin of the final product. Under CTC method, the origin is granted if, the exported product falls into a different classification, either heading or subheading, under the HS Code than under which imported material inputs were classified. Usually, the origin is determined on the basis of the change at the level of headings, i.e., four digit level, of HS Code. The chapter change criteria, i.e., a twodigit change in the code requires a greater degree of transformation while the subheading change criteria, i.e., a six-digit change in the code requires a lesser degree of transformation.
Second, the value added criteria defines the degree of transformation required to confer origin on the good in terms of the minimum economic valued added that must come from the originating country measured in terms of the percentage of the final product price. The criteria can be stated in reverse by putting a limit on the maximum economic value added that can come from outside the originating country. The criteria have an advantage over the CTC criteria in that the rule is grounded on an economic value added in the country of origin. Nevertheless, the rule is more difficult to implement as it requires calculation based on accounting records of the production of a product.
Last, the specific processing criteria prescribe a certain production process that must be met to be conferred the origin status. The technical test criterion is widely used in FTAs, in particular, in sectors such as textiles and chemicals.
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The technical processing criterion is often criticized because it is "susceptible for capture by industry lobbying group" 5 that may potentially use the technical knowledge of the manufacturing process to protect the interest of the industry. 6
Territoriality Principle
The FTAs concluded by the European Union (EU) and the European Free Trade Association (EFTA) individually with other states or free trade areas provide two principles of territoriality. The first principle states that conditions of originating status must be fulfilled without interruption in the parties' territories. The second principle states that if originating goods are exported from a party to another country and returned, they must be considered as non-originating unless they are returned as the same product without any additional processing done to them.
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The above two principles are also provided in the European Economic Area Agreement which formed a free trade area between the EFTA states and the EU. In other FTAs, notably those concluded by the United States, the two principles of territoriality are implied from the direct transport rule. The direct transport rule in the USSingapore FTA (USSFTA) states that "a good shall not be considered to be an originating good if the good undergoes subsequent production or any other operation outside the territories of the [p] arties, other than unloading, reloading, or any other operation necessary to preserve it in good condition or to transport the good to the territory of a Party."
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To preserve the origin status, a good must not undergo additional production process in a third party's territory. Another implication of the provision is that an imported product originating from a third party will be regarded as entirely non-originating regardless of whether the product contains materials that were originating from the party. If the product is used as material for manufacturing a product 7 to be exported to an FTA party, the material will be treated as entirely non-originating.
A direct transport rule requires that a product cannot undergo additional transformation in a third party's territory in the course of transportation between the exporting party and the importing party. In other words, even if the last substantial transformation of a product occurs in the FTA party's territory, the product will not receive preferential treatment if additional processing beyond the minimum for preservation takes place in a third party before it is finally imported to the party's territory. However, exceptions to the direct transport rule are permitted under certain circumstances. The Revised Kyoto Convention recommends that when direct transport rule is laid down, a derogation from the direct transport rule is permitted "in particular for geographical reasons (for example, in the case of landlocked countries) and in the case of goods which remain under Customs control in third countries (for example, in the case of goods displayed at fairs or exhibitions or placed in Customs warehouses)."
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In the absence of the direct transport rule, the last substantial transformation criterion alone will not deprive the origin status to a product which meets the substantial transformation as required by the preferential rules of origin but undergoes additional processing in a non-party's territory. A preferential tariff treatment cannot be denied to a product that is an outcome of a substantial transformation in an FTA party and another lesser transformation in a third party.
By adopting the direct transportation provision, an importing FTA party is narrowing the scope of products eligible for preferential treatment to those that are not 'contaminated' by additional transformation in a non-party's territory.
The direct transport rule is arguably a rule of convenience. In the case of a product that undergoes additional processing in a third party's territory, the product is deemed to have been imported into the third party's customs territory. The exporter of the final product has to 8 account for the processing done in the FTA party's territory as well as the processing in a third party's territory. For the exporter, providing the proof of origin would involve keeping track of expenses occurring in two different locations. Furthermore, for the importing authority, the task of verifying the claim of origin is made more difficult by the need to account for processing done in two different territories. The direct transport rule avoids the above problems by prohibiting any processing beyond preserving the product in the third party's territory in order for the product to retain the origin status of the initial exporting country.
The first principle of territoriality requiring that all conditions of originating status must be fulfilled without interruption in the parties' territories prohibits processing outside the territories of a party before its eventual export from the party's territory. Under this rule, if a product is exported to a non-party's territory for outward processing, the manufacturing process in the party's territory is interrupted. As a result, to the extent that the conditions for meeting originating status are initially satisfied in the exporting party, they are nullified by the interruption in the manufacturing process in the territory of the exporting party. Therefore, the product returning from outward processing will be treated entirely as non-originating.
The same result will be obtained from the application of the second principle. Since the product returning after outward processing is not in the same condition as the product originally exported out, by the application of the second principle of territoriality, the returning product will be treated as entirely non-originating.
The principles of territoriality as applied to outward processing have an important trade policy implication; it discourages manufacturers from performing manufacturing process outside its territory. As applied to a product that undergoes an outward processing, the rule makes it difficult for the product to obtain originating status because the processing is carried out in a location outside the territory of the exporting party. In the absence of the territoriality principle, when the value added rule is applied the total value added or the total processing done 9 in the party's territory including those done prior to and after the outward processing should all be accounted for. However, in the presence of the principle of territoriality, the re-imported good will be treated as non-originating in accordance with the principle of territoriality. Only the value added done in the party's territory after re-import would be counted towards the originating value. Similar to the application of the value added rule, the tariff shift rule would evaluate whether the tariff classification of the non-originating material has changed to a new classification as required by the product specific rule. In this case, the non-originating material is the re-imported material after outward processing. The threshold would be difficult to pass unless the processing done on the re-imported material is substantial.
The outward processing provision is an exemption from the principle of territoriality.
The preferential rules of origin without the exemption from the principle of territoriality are less likely to give preferential treatment to products made through outward processing. The principle of territoriality under preferential rules of origin probably originated as a rule of convenience that furthers simple and transparent determination of origin. However, the rule has unintended distorting effects on the flow of international trade as outward processing as a manufacturing process is discouraged. An outward processing provision can serve as an appropriate remedy to this distortion.
Another important relaxation of the territoriality principle other than outward processing provision is an accumulation provision provided in preferential rules of origin. Under preferential rules of origin, an accumulation provision typically provides that "[o]riginating materials from the territory of a party, used in the production of a good in the territory of the other Party, shall be considered to originate in the territory of the other Party." 10 Without the accumulation provision which relaxes the territoriality assumption, the imported materials even 10 if they are originating from the territory of an FTA party would be considered non-originating material for the purpose of determining the origin of the final product. With an accumulation clause such as the above bilateral accumulation provision, the material originating from an FTA party is treated as if it is originating from its own territory.
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III. Territoriality Principle under International Rules
In contrast to non-preferential rules of origin, little international efforts have been made to harmonize preferential rules of origin. Uruguay Round resulted in the Agreement on Rules of Origin (WTO Origin Agreement) which sought to harmonize non-preferential rules of origin.
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The WTO Origin Agreement limited its coverage to non-preferential rules of origin with the exception of the annex to the WTO Origin Agreement, which adopted a declaration on preferential rules of origin. 13 The declaration mentions three criteria of determining origin:
change in tariff classification rule, ad valorem percentage criteria, and manufacturing or processing operation criteria. For all the above criteria, the declaration requires precise specification of the rules. 14 In addition, the declaration states that preferential rules of origin should be based on positive standard which specifies the rules that confer origin; negative However, the convention does not make any recommendation on whether the outward processing will affect the determination of origin of the final product. Nevertheless, the fact that an international convention explicitly recommended against prohibition of "outward processing" is a significant departure from territoriality assumption adopted in many FTAs.
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IV. Trade Distortion under Preferential Rules of Origin
Territoriality principle in preferential rules of origin creates trade distortion. This trade distortion adds to the trade effect already caused by the nature of preferential trading agreement.
The trade effect from a preferential trading agreement is in the form of trade creation as well as trade diversion. On the one hand, as a result of elimination of tariffs on imports from a FTA partner, trade creation occurs as "one of the members of the customs union will now newly import from the other but which it formerly did not import at all because the price of the protected domestic product was lower than the price at any foreign source plus the duty."
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On the other hand, trade diversion occurs because "[t]here will be other commodities which one of the members of the customs union will now newly import from the other whereas before the customs union it imported them from a third country, because that was the cheapest possible source of supply even after payment of duty." party. As a result, the local content requirement for the exporting party can be more easily met because materials sourced from the FTA partner country are deemed originating from its own
territory.
An accumulation rule expands the notion of territory to include FTA partner's territory as its own territory for the purpose of determining origin. It makes it easier for an exporter to qualify for preferential treatment if the materials used in the manufacturing the final product are imported from the FTA partner. The accumulation provision serves a policy purpose of facilitating trade in materials originating within the territories of FTA parties. The absence of an accumulation provision would lead to an absurd result because an importer may deny preferential treatment to a product that is substantially transformed in its own territory before they are used as material in the exporting FTA partner country. The product may not have undergone substantial transformation in the exporting country but imposing a non-preferential tariff on a product substantially originating from its own territory thwarts the aim of removing barriers to trade between FTA partners.
An important aspect of the territoriality principle under preferential rules of origin is that it provides incentives to producers to complete the manufacturing process without interruption within the territory of a party. In other words, preferential rules of origin provide disincentives to movement of products across customs borders during the process of manufacturing a product. Clearly, the flow of goods in international trade is deflected from its course as a result of the territoriality principle; manufacturers would be choosing a less efficient manufacturing process which does not require interruption. To address the trade distortion problem, various FTAs allowed outward processing as an exemption from the territoriality principle. Outward processing provisions are present in some FTAs including those concluded by the EU and the United States.
V. Outward Processing (OP)
Outward processing provisions in US FTAs
Integrated Sourcing Initiative (ISI)
The U.S. has adopted various forms of "outward processing" regimes in its recent preferential trading agreements. The adoption by the U.S. of outward processing regimes clearly testifies to the fact that the rules of origin in preferential trading agreements concluded by the U.S. are evolving and adapting to the economic reality of the globalizing manufacturing process.
24
The most dramatic example of accommodating production outside a Party's territory is the case of ISI adopted in the U.S.-Singapore FTA (USSFTA) which was concluded in 2004. The USSFTA provides that those goods listed in the annex to the rules of origin chapter will be considered originating goods when imported into a Party's territory from the territory of the other Party. The list contains certain Information Technology (IT) components and medical devices.
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The ISI products must be exported from the U.S. or Singapore to each other to be 24 Outward Processing "reflects the reality of the modern manufacturing process in which 25 When the products are exported from locations other than the U.S. or Singapore, they will not be considered originating from the FTA party. Both the U.S. and Singapore can take advantage of ISI arrangement under the USSFTA.
ISI arrangement provides incentives for manufacturers to use as materials those products listed as eligible for ISI benefit. Since the listed products will be treated as originating from the FTA party under the ISI scheme, the local content of the final products that uses the ISI listed products as materials will be boosted. As a result, the ISI system in the USSFTA facilitates sourcing of component products outside the territories of the U.S. and Singapore for certain information technology or medical products.
The U.S. also permitted outward processing in textile and apparel products in the USSFTA.
In the textile and apparel chapter of the USSFTA, the outward processing arrangement is defined as
The arrangement whereby a registered Singapore textile or apparel goods producer is permitted to process outside Singapore subsidiary or minor processes of its textile or apparel goods without affecting the Singapore country or origin status of the textile or apparel goods.
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The outward processing arrangement is available only to a registered Singaporean producer.
In addition, the processing done outside the territory must be "subsidiary or minor." According to this arrangement, activities prior to processing outside the territory of a Party will be counted towards determination of origin, while under conventional rules of origin the previously originating material that undergoes processing outside the territory would be considered entirely deemed originating from a Party.
26 See Article 5.11, USSFTA.
non-originating.
Qualified Industrial Zone (QIZ)
The U.S. adopted another arrangement that confers origin to goods partly produced by a FTA partner country. In the context of fostering trade in the Middle East, in 1996 the U.S.
approved QIZ (Qualified Industrial Zone) arrangement which allowed Egypt and Jordan to export products to the U.S. duty-free, as long as these products contain inputs from Israel. To qualify under the QIZ arrangement, a product must meet 35% regional value content requirement. 27 In particular, by the agreement between the QIZ beneficiary country and Israel, at least one third (11.7%) of the 35% regional value content requirement must be contributed by QIZ beneficiary country and Israel respectively. Initially, QIZs were established in Jordan only, but in 2004 the U.S. designated three additional QIZs in Egypt.
28
In contrast to the usual outward processing arrangement, a direct export from a QIZ to the U.S. is allowed under a QIZ arrangement as long as the above minimum value added content requirement is satisfied. There are no restrictions on the products covered or registration requirements for the producers.
It is noteworthy that the QIZ arrangement is not agreed as apart of the US-Israel FTA.
The U.S. has allowed the granting of preferential treatments to QIZ products by amending the U.S.-Israel Free Trade Area Implementation Act of 1985, but not through the amendment of the 27 The 35% regional content requirement (RVC) is a general RVC threshold that is applicable to all products under the U.S-Israel FTA. The QIZ arrangement aligns preferential rules of origin to the reality of "production sharing" presently occurring between neighboring countries. Under conventional rules of origin, if the production process of a product is shared in factories in different countries the processing or value added in the last country of production may not be sufficient to confer origin to the product. Therefore, the final product may not be conferred the origin of the last process of operation. This problem is resolved under a QIZ arrangement because the value created in an FTA partner country and the value created in the QIZ beneficiary country are all summed together to determine whether a substantial transformation occurred. Hence, the QIZ arrangement is clearly fostering trade in goods produced in FTA partner countries by conferring origin to those goods that would otherwise be disqualified under conventional rules of origin.
Outward Processing Provisions in EEA Origin Protocol
The The EEA Origin Protocol provides an outward processing provision as an exception to the principle of territoriality. Working and processing outside the EEA area on materials exported from the EEA and subsequently re-imported there is allowed provided that i) processing is done on the exported materials and ii) the total added value acquired outside the EEA does not exceed 10% of the ex-works price of the end product of which originating status is claimed. 31 However, outward processing is only applicable to products that fulfill the origin criteria and not to those products that fulfills the origin criteria as a result of the application of the de minimus rule.
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When the value added rule is applicable, the total value of the non-originating materials incorporated in the territory of the party concerned, taken together with the total added cost accrued during the outward processing operations shall not exceed the stated percentage.
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When the change in tariff classification rule is applicable, the rule will apply to the imported non-originating material acquired in the territory; the re-imported material will not be treated as non-originating material. The outward processing is deemed an exception to the territoriality principle and the maximum value added allowed during outward processing is only 10% of the total value of the end product.
The ceiling of 10% adopted in the EEA origin protocol discourages outward processing.
If outward processing exceeds the tolerance level, the exemption from the territoriality principle will be withdrawn. The tolerance level for outward processing is inconsistent with the 30 See http://ec.europa.eu/external_relations/eea/index.htm. 31 See para. 3(b) Article 11, EEA Origin Protocols. 32 Ibid. para 6. The maximum percentage of non-originating materials that fails to meet the product specific requirement to fulfill originating status is fixed at 10 % of the ex-works price of the product. Ibid. para. 2, Article 5. 33 Ibid. para 4 and 5.
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principle that the origin for the purpose of granting preferential tariff treatment should be determined by the degree of substantial transformation in the exporting country. The fact that the manufacturing process was interrupted by an outward processing should not be a factor in determining the origin of a product. Regardless of the extent of the outward processing, if the transformation in the exporting country is substantial, the product should be conferred the origin of the exporting country.
Outward Processing Provisions in FTA concluded by Korea
Korea-Singapore FTA
In FTAs concluded by Korea, an issue is raised as to whether the goods processed in Gaesong Industrial Complex (GIC) which is located outside the territory of Korea should be deemed a South Korean originating product. In Korea-Singapore FTA, both sides agreed that the goods listed in Section 1 of Annex 4B when processed outside the territory of Korea shall be originating when the final goods are exported directly from the territory of Korea to the territory of Singapore. 34 In Section 2 of the Annex, it is provided that Korea may add goods to the table unless Singapore indicates otherwise.
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In addition, it is stated that the goods cover those produced in the Gaesong Industrial Complex and other industrial zones on the Korean Peninsular.
The GIC outward processing in the Korea-Singapore FTA is an outward processing arrangement of the same type as the ISI arrangement under the USSFTA. In both 34 Article 4.3, the Free Trade Agreement between the Government of the Republic of Korea and the Government of the Republic of Singapore (Korea-Singapore FTA).
35 Section 2, Annex 4B, the Korea-Singapore FTA.
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arrangements, the amount of value added that can occur outside the territories of the parties are not limited. Judged by the degree of transformation done in the exporting party's territory, both arrangements detracts from the substantial transformation rule because the only requirements are that the product's classification is listed in the Annex and the products are exported from the party's territory.
Korea-EFTA FTA
In the Korea-EFTA FTA, both sides adopted another approach, which is based on the provision allowing outward processing. 36 This approach is taken because goods produced in GIC generally meet the requirements for Korean origin when all the processing and value added that occurred in South Korea is taken into account. For those products listed in the annexed table even if some working or processing is done outside the territory of a party in an industrial zone, all the working and processing done in South Korea will be taken into account for the purpose of meeting the requirements of originating good when the following conditions are met.
The first condition is that the total value of non-originating input does not exceed 40% of the price of the final products for which originating status is claimed.
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The condition put a ceiling on the non-originating input, which is defined as any non-originating materials added inside, as well as any materials added and all other cost accumulated outside the Party concerned, including transportation costs.
38
The second condition is that the value of originating materials exported from the Party concerned is not less than 60% of the total value of the materials used in manufacturing the re-imported material or product. 
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adds another constraint on the value of non-originating material that can be added outside the territories of the parties as a proportion of the value of the re-imported material.
The important feature of the EFTA rules of origin dealing with GIC processing is that the valued added in GIC will constitute non-originating inputs in determining the origin of the final product. As more processing is done in GIC, it becomes more likely that the total value of the non-originating inputs will exceed 40% of the price of the final product or the value of the originating material will be less than 60% of the re-imported material, thus failing the first
condition. An important principle is maintained that only the economic activities occurring within the territory of South Korea contributes towards Korean origin determination.
Under the EFTA rules of origin, the special outward processing provision is reciprocally available to EFTA countries. In other words, EFTA countries may process goods in industrial zones outside its territory and claim originating status for these good when they meet the above conditions.
KORUS FTA
The KORUS FTA, a recently signed free trade agreement between Korea and the United States, include an annex establishing the Committee on Outward Processing Zones on the Korean Peninsula.
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The Committee is responsible for identifying geographic areas on the Korean Peninsula that may be designated as outward processing zones.
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The Committee shall establish criteria that must be fulfilled before goods from any outward processing zone may be Significantly, the criteria will include among others the denuclearization of the Korean Peninsula. 42 Furthermore, the committee will determine the maximum threshold for the value of the total input of the originating final good that may be added in the outward processing zone. Despite recognizing preferential rules of origin in determining products for preferential treatment, the WTO Origin Agreement gives little guidance on how preferential rules of origin should be determined other than they should be defined clearly and that in general positive standard should be used. There is even no requirement that products should be "substantially transformed" in a country in order to receive the preferential origin status.
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VI. WTO Consistency of Outward Processing Provisions
The WTO Appellate Body recognized the lack of discipline in preferential rules of origin and approved of the flexible use of preferential rules of origin when dealing with trade diversion resulting from a regional trading agreement.
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The Appellate Body ruling in Turkey-Textile reasoned that preferential rules of origin may be appropriately used to deal with trade diversion.
The reasoning implies that tariff preference given in pursuant to an outward processing provision of preferential rules of origin is not inconsistent with GATT Article I.
However, a possibility of MFN violation may arise when the outward processing provision specifically limits the geographic area allowed for outward processing.
For example, in QIZ arrangements in connection with the U.S. specific zones located in a specific third country. Other industrial zones located elsewhere would not be eligible for outward processing consideration. Since preferential tariff treatment is granted to those goods originating in FTA parties according to preferential rules of origin, the Article XXIV:8(b) exemption from Article I obligation would be applicable.
Nevertheless, a question may be raised as to whether under GATT Article I the outward processing provision of preferential rules of origin would be deemed "rules and formalities in connection with importation and exportation" which provides an advantage to products originating in a country hosting an outward processing zone but not other countries. However, this view mistakes the advantage given, i.e., tariff preference, from operational structure of a FTA, i.e., rules of origin. A national authority gives a favorable tariff preference to products when it is determined that they originate from its FTA partner. Whether the product originates from a FTA partner or not is determined by the preferential rules of origin. The MFN clause under Article I is infringed for all the goods given preferential tariff treatment under a FTA including the product determined to be originating from a FTA party by the operation of an outward processing provision. Article XXIV exempts FTA parties from MFN obligation under Article I for those imports originating from a FTA party under preferential rules of origin.
We can illustrate by an example a possibly "discriminatory" nature of preferential rules of origin, which may form the basis of granting preferential treatment to a product that is not produced or manufactured' from a FTA party. Hypothetically, by the operation of outward processing clause, preferential rules of origin may grant preferential tariff treatment to a product substantially transformed in a non-member to a FTA which is hosting an outward processing zone. In this case, a third party not hosting an outward processing zone may claim that the preferential rules of origin results in de facto discrimination. The above problem of biased preferential rules of origin cannot be resolved by Article XXIV. It appears that the WTO Origin Agreement failed to clarify the disciplines governing the rules of origin in regional trade 26 agreements.
Though the WTO Origin Agreement does not discipline how preferential rules of origin should be designed, the last substantial manufacturing or processing rule should also guide how preferential rules of origin should be agreed between FTA parties. To the extent that the last substantial manufacturing or processing rule is abide by, preferential rules of origin that conforms to the market practice of manufacturing process is desirable. The outward processing provision that favors products processed in a certain geographic area may reflect the existing manufacturing arrangements but could pose discriminatory barriers to investments and trade with other parties. Notwithstanding the WTO consistency, preferential rules of origin should conform not only to the existing but also potential manufacturing arrangements.
VII. Conclusion
Preferential rules of origin should distinguish those products that should objectively be deemed originating from an FTA partner from those that are originating from a third country but is claiming preferential treatment. In addition, preferential rules of origin should be designed to minimize trade and investment diversion resulting from a FTA.
The territoriality assumption under preferential rules of origin results in trade and investment diversion. The diversion arises because the territoriality assumption discourages manufacturers from taking the intermediate product outside its territory for processing before finalizing the manufacturing process within its territory. The relaxation of the territoriality assumption by permitting non-discriminatory outward processing that conforms to the last substantial transformation rule would have the effect of conforming preferential rules of origin to the internationalization of the modern manufacturing process without increasing the risk of third party products circumventing the rules of origin.
